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EDITORIAL DEPARTMENT NOTE 


Tuesday, June 17, was undoubtedly one of the most 
interesting days in our entire program of technical ses- 
sions at our recent convention. It proved again the vital 
interest that our members have in the field of distribution 
cost accounting. We therefore a to present from time 
to time the advanced thought on this subject and to have 
as time goes on a complete up-to-date library illustrating 
procedure in the handing of distribution costs when 
various types of selling plans are used. 

Our papers for this bulletin present, first, a gave 
discussion of methods to be employed in the we won, Se 
all types of selling and distribution costs, showing 
these costs are first built up to obtain proper dum 
against the Distribution Department and then how they 
are applied against territories. The first paper also con- 
tains some excellent suggestions concerning the handling 
of periodical profit and loss statements, so that proper 
charges for distribution expenses will be included therein. 

The second paper deals largely with the a a= of 
distributon costs to the product sold. It so happens tha 
the business under consideration in this paper is one in 
which the application of these costs to products is a 
matter of vital information to the management of this 
business which explains why major emphasis is placed 
on this form of application. Brief mention is also made 
of terrtorial application. 

Mr. William B. Castenholz, the author of our first 
paper is the author of a recent book on the “Control of 
Distribution Costs and Sales” and was the man selected by 
the Chairman of the Program Committee at our Syracuse 
Convention to “pinch hit” for Mr. Grisell, who was un- 
able to be present. He has long been identified with the de- 
velopment of accounting and has served the N.A.C.A. 
both as President of our Chicago Chapter and as a 
member of the National Board of Directors. His main 
interest, for a number of years, has been in supervising 
the accounting work of the La Salle Extension University 
of Chicago, but he has also conducted a public accounting 
practice of his own aside from his teaching work. 

Mr. C. Howard Knapp, the author of the second paper 
has appeared on a number of our convention programs 
and has served the Newark Chapter as its first Vice- 
President and is now its President. He is a native of 
Massachusetts and for a number of years during his early 
business life, he was connected with the public accounting 
firm of Cutter, Fletcher & Company. Leaving the public 
accounting field in 1912, he went with his present or- 
ganization, Waitt & Bond, Inc., manufacturers of Black- 
stone Cigars, as accountant. In 1915, he went with the 
Bassick Company of Bridgeport, Conn., but returned to 
Waitt & Bond, Inc., in 1918 as Secretary. In July, 1929, 
he was made Treasurer of that organization and its 
Director in Charge of Finance. 

Mr. Castenholz’s was delivered before the Rock- 
ford Chapter, while Knapp’s paper was delivered 
before the Newark Chapter during the past year. 
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THE ANALYSIS AND CONTROL OF 
DISTRIBUTION COSTS 


E BUY and we sell—that’s about all there is to business. 

Whether we succeed or fail depends upon how wisely we 
buy and how effectively we sell. In manufacturing, we translate 
the terms “buying and selling” into “production and distribution.” 
We have, as a rule, given a whole lot more attention to the buying 
and the production activities than to the selling or distribution 
functions ; at least, that is true when we think of cost analysis in 
relation to performance. 

In starting this discussion, I am taking the position that there 
are only two primary divisions of cost accounting in a manufac- 
turing business, namely, (1) Cost of Production and (2) Cost 
of Distribution. Further, I wish to assert that all accounting is, 
or should be, cost accounting. Cost accounting varies from other 
accounting in that it constantly measures performance against 
outlay. In that sense, cost accounting is analytical, constructive 
and corrective; it sets up standards of performance for standard 
outlays. 

Cost accounting thus far has consolidated quite fairly most of 
the expenditures for factory operation into one cost, that is, the 
cost of production. It needs to add several more items before a 
complete consolidation of factory expenditures may be secured. 
But, neither the cost accountant, nor the general accountant, has, 
until recently, given much thought to the consolidation of ex- 
penditures for the distribution of manufactured products. Until 
such a consolidation occurs, we will be unable to set much needed 
standards of performance and outlay in distribution activities. 

When I speak of the consolidation of expenditures, I mean the 
bringing together of all outlays and expenses that are directly and 
indirectly involved in performing certain definite tasks in business. 
Thus, in factory production, we get product costs not by merely 
including therein the material and the labor (the direct factors), 
but, by adding thereto all other factors that in any way may be 
considered as directly or indirectly affecting the manufacture of 
commodities. This was not always the case. Only a few decades 
ago product costs were limited to the costs of the material and the 
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costs of labor. Just refer to some of the old Profit and Loss 
statements for proof of this assertion—the Cost of Sales and the 
consequent Gross Profit were arrived at by including in the Cost 
of Sales only the material and the labor contents of the manufac- 
tured goods sold. Such items as depreciation, insurance, taxes, and 
sometimes, superintendence, light, heat and power and repairs, 
were usually deducted from gross profits as General Expenses; 
in fact, in many instances depreciation did not appear at all. It 
became the task of the cost accountant to consolidate all of these 
various direct and indirect costs into a single item, namely, the 
cost of production. 

Without that consolidation it would be manifestly impossible to 
determine the actual values created by manufacture. Manufacture 
is not merely labor working on material,—it may have been that 
before the advent of tools, but, today, it is a large, important com- 
bination of man power assisted by a great variety of other services ; 
there are the services of plant and machinery, the services of the 
power creating facilities, the services of supervision, the services 
of capital and the services of general management. Without full 
consideration of all of these services, all necessary for producing 
goods, it would be impossible to know true manufacturing costs 
and the values created in the factory. 

The consolidation of all of the direct and indirect factory ex- 
penditures, for the purpose of obtaining unit costs of production, 
alone makes it possible to create standards and standard costs in 
manufacturing. We cannot formulate standards of performance 
and outlay anywhere in business, unless we consider each and 
every force, both direct and indirect, that has an effect upon per- 
formance. 

If we admit this principle, and, if at the same time we concede 
to the postulate, that, in a manufacturing business, there are orly 
the two primary functions, namely, production and distribution, 
then we should also be ready to agree that distribution costs, and 
distribution cost standards, cannot be stated and formulated cor- 
rectly unless we consider each and every factor that has a direct 
or indirect effect upon distribution activities. No real knowledge 
of distribution costs can be had without that consideration. In 
short, my plea is for the application of cost accounitng principles 
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to the manufacture of business as well as to the manufacture of 
goods. 

Outside of those activities, in a manufacturing business, that 
are distinctly recognized as production and distribution, we, as 
accountants, have constructed two other expense pools, namely, 
(1) General and Administrative expenses, and (2) Financial ex- 
penses. 

It is my contention that general administration, or general man- 
agement, and the function of financing, do not have separate ex- 
istences that are ends in themselves. A manager of a manufac- 
turing business, if he actually manages, is not indulging himself in 
an independent series of administrative calisthenics, whatever those 
may be,—he is working for more effective production of his goods 
and for more effective and profitable sales; he is a producer and 
a distributor. So, too, when he works to preserve or to secure 
funds, he is not trying to convince himself of his ability as a finan- 
cier, he is financing the most effective and economical production 
and distribution of his product. Hence the logic of classifying all 
activities, in manufacturing, as production and distribution 
functions. 

If we accept this functional classification, we ought to have no 
difficulty in organizing a manufacturing business in accordance 
with this functional idea, and further we should not find ourselves 
at a loss to consider all expenditures as either production or dis- 
tribution costs. Finally, after thorough analysis of expenditures, 
historically considered, we should have no difficulty in preparing 
our budgets and setting our standards, by means of which, proper 
guidance would be furnished for management. 

By what means, then, may we establish a real consolidated cost 
of distribution? How can we produce a picture of a manufactur- 
ing business in which all expenditures and costs will find lodg- 
ment as production cost and distribution cost? 

Naturally, our work must begin with an analysis of what we 
have, because that will show us what we have been doing. That 
analysis will also show us what we have been doing incorrectly, 
and will therefore permit us to correct our mistakes and stand- 
ardize our activities. A great deal of this kind of analytical work 
has already taken place as far as production is concerned, but 
nothing notable has occurred with regard to distribution. 
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The first task involved is that of classifying all expenditures, in 
a manufacturing business, that are not distinctly for production 
and distribution, into an administrative pool and a financial pool. 
In constructing these expense pools on an annual budgeted basis 
there will be, of necessity, some interplay before the end is reached. 
Thus, for example, management concerns itself with production, 
distribution, and finance, and yet financing the business is for pur- 
poses of stimulating both production and distribution. 

Of what does administrative expense consist—and what func- 
tions are measured thereby? We think first of general manage- 
ment and second of all the various auxiliary activities that go with 
general management. The expenditures here consist of the sal- 
aries of the general manager and his assistants both executive and 
clerical, the office space charges (insurance, taxes, depreciation), 
and all other expenses which directly or indirectly arise out of the 
general management function. 

How shall this administrative expense be lodged against pro- 
duction, distribution and finance? I personally know of no other 
way than by some logical subdivision arising out of an honest in- 
spection of administrative functions. Let’s assume that we are 
making an inspection of this kind and that we disclose the fol- 
lowing facts as to the administrative expense subdivision : 


Ass’t Manager 15,000.00 
Ass’t Manager 18,000.00 
Clerical Help (General Manager’s Office).......... 6,000.00 
Clerical Help (Ass’t Manager Production)......... 4,000.00 
Clerical Help (Ass’t Manager Distribution)........ 5,000.00 
Clerical Help (Ass’t Manager Finance)............ 3,000.00 
Space charges : 

Ass’t Mgr. (Production)........... 400.00 

Ass’t Mgr. (Distribution).......... 500.00 

Ass’t Mgr. (Finance).............. 300.00 2,200.00 
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General Office Expenses (Postage, Telephone & 
Telegraph, Stationery, etc.) 


General Manager............ core $ 900.00 
Ass’t Mgr. (Production)............ 300.00 
Ass’t Mgr. (Distribution)........... 800.00 
300.00 2,300.00 
Total Administrative $92,500.00 


A functional segregation of the above expenses will give us the 
following : 


1. Overhead-Production Costs: 


Assistant Manager’s $15,000.00 
4,000.00 
General Office Expenses... 300.00 

$19,700.00 


2. Overhead-Distribution Costs: 


Assistant Manager’s Salary................. $18,000.00 
5,000.00 
General Office Expenses.......... 800.00 

$24,300.00 


3. Financial Overhead: 
Assistant Manager’s 
Space 
General Office Expenses 


| 
| 
$12,000.00 
3,000.00 
300.00 
300.00 
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4. General Management Overhead: 

General Manager’s Salary.................. $25,000.00 

1,000.00 

General Office Expenses... goo.00 

$32,900.00 


But what is general management overhead? It is certainly 
nothing in and for itself. General management operates the busi- 
ness as a whole—it is the last word of control over production, 
distribution and finance—its expenses are therefore production, 
distribution and financial expenses. Why not express them that 
way? But how? 

If a general manager is assumed to be a competent being, 
fully conversant with what he is doing, he himself ought to be able 
to indicate how much time is given by him and his office to pro- 
duction, distribution and finance. Suppose we have his answer 
that production takes two-sixths, distribution three-sixths and 
financing one-sixth of the time at his disposal, and at the disposal 
of his assistants. Then we will lose general management over- 
head and will have the following line-up: 


1. Overhead-Production Costs: 
Total from last table above...... $19,700.00 
Two-sixths of Gen. Management: 10,966.67 $30,666.67 


2. Overhead-Distribution Costs: 
Total from last table above...... $24,300.00 
Three-sixths of Gen. Management 16,450.00 40,750.00 


3. Financial Overhead: 
Total from last table above...... $15,600.00 
One-sixth of Gen. Management.. 5,483.33 21,083.33 


Total $92,500.00 
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Assume that the above functionalized administrative and finan- 
cial expenses are on a budgeted basis, that they represent stand- 
ards arrived at after a thorough analysis of functional needs for 
a normal business year. Assume further that all other production 
costs and distribution costs have also been budgeted on the basis 
of normal standards, and that these costs are as follows: 

Production Costs ............. $850,000.00 
Distribution Costs ............ 700,000.00 

Under the assumption that administration and finance are for 
purposes of production and distribution of commodities, and that 
all costs should be expressed as production and distribution costs, 
we next load the overhead production costs, the overhead distri- 
bution costs, and the financial overhead costs on to the other total 
production and distribution costs indicated above in the following 
manner : 


$850,000.00 
Overhead Production Costs........ 30,666.67 
$880,666.67 


Add-Portion Financial Overhead... — 11,451.13 $892,117.80 


Overhead Distribution Costs....... 40,750.00 
$740,750.00 

Add-Portion Financial Overhead... 9,632.20 750,382.20 


Grand Total Production and Distribution Costs $1,642,500.00 


(Financial overhead has been pro-rated on the basis of the rela- 
tive uses of all other funds used for production and distribution. ) 

Now, if annual budgeted sales amounted to $2,000,000.00, and 
we were inclined to jump at conclusions, we wouid say that the 
distribution cost per dollar of sales was $.3751911 ($750,382.20 
-- $2,000,000.00). However, such a figure although giving an 
annual general average, would be quite meaningless. Distribution 
costs vary with seasons, with sales districts, with the different types 
of products and with customers. 
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But let us bear in mind that the $700,000.00 of distribution costs 
“per se”, including such things as sales management, branch and 
warehouse expense, salesmen’s salaries, traveling expenses, com- 
missions, freight, packing and shipping and advertising, repre- 
sents a figure built up from the variables in distribution costs that 
exist in the several and distinct sales units. That fact enables us 
to know the extent to which the entire budgeted amount of $700,- 
000.00 is allocated in each sales unit. The total $700,000.00 is 
made up of the sums of these allocations, all of which are fixed 
after a most searching survey of selling conditions, sales possibil- 
ities and distribution costs in each sales unit. 

As the budgeted sales would vary in each sales unit so too would 
the budgeted distribution costs, although by no means uniformly. 
For example, if we assume four sales territories as the sales units, 
we might find ourselves confronted with the following analysis of 
sales and distribution costs : 


TERRITORIES 
Explanation 1 2 2 4 Total 
$600,000.00 $400,000.00 $700,000.00 $300,000.00 $2,000,000.00 


Cost of Sales 270,000.00 176,000.00 315,000.00 131,117.80 892,117.80 
Gross Profit 330,000.00 224,000.00 385,000.00 168,882.20 1,107,882.20 


Distributon 


Costs ... $250,000.00 $ 95,000.00 $320,000.00 $ 85,382.20 $ 750,382.20 


Per Dollar 
of Sales... $.41% $.2334 $457144 $.2846 $.3751911 


Note that while the average budgeted distribution cost, through- 
out all territories, is at the rate of $.375-+ per dollar of budgeted 
sales, the costs in each territory vary considerably from that aver- 
age. In this table, we have shown the distribution costs in totals 
only. An analysis of these totals would disclose the methods used 
for allocating the various distribution costs to the four territories. 
We might find, for example, that the overhead distribution costs, 
which are virtually sales management, were distributed among 
the territories on the basis of the relative number of salesmen em- 
ployed in each territory, or possibly upon the basis of relative, per- 
sonnel payrolls; that advertising in trade journals was pro-rated 
on the basis of relative circulation to dealers, or upon the basis of 
the relative number of dealers in each territory; that national 
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advertising was allocated upon the basis of relative, territorial 
circulation ; that direct advertising of a local nature went directly 
into each territory affected, and that the financial overhead was dis- 
tributed generally upon the basis of the relative use of funds for 
all other budgeted distribution costs, with some modifications and 
weighting for certain forms of financial costs, such as credit and 
collection expense, invoicing costs and general accounting. We 
cannot here discuss all of the details involved in these expense allo- 
cations, because they will vary in almost every case. 

In cost accounting, for factory production, we are rapidly 
adopting standard costs. That has been made possible, as stated 
before, because we have included in production costs practically all 
direct and indirect factors of expense. My plan merely adds por- 
tions of general management expense and financial costs. It is 
apparent that we cannot know true standard costs unless we in- 
clude all of these factors. By the same token we cannot know true, 
standard, distribution costs unless we include all the direct and 
indirect factors that are concerned with the distribution or sale 
of commodities. 

There are no particular difficulties in knowing true standard 
distribution costs. Costs accounting in the factory has blazed the 
trail. Consider for a moment how the cost accountant would deal 
with that portion of general management given over to production. 

The cost accountant already knows how the cost of plant man- 
agement, or plant superintendence, finds its way into product costs. 
But, is the plant manager or the plant superintendent, the real fac- 
tory manager? Isn’t the plant executive merely the agent of gen- 
eral management, through whom the general policies of production 
find expression? 

The salary ana expenses of plant supervision are not, therefore, 
the entire measure of plant control. Plant control expense can be 
expressed only by the sum of general management devoted to pro- 
duction and the supervision costs defrayed for the services of a 
plant manager or superintendent. The superintendent of a plant 
is the filter through which the factory policies of general manage- 
ment flow. This general management of production should be 
charged to production in the same way that the more direct plant 
management, or superintendence, is charged. 

No doubt, it has already been anticipated that that portion of 
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general management expense (administrative expense) devoted 
to distribution activities should follow the expense allocation 
adopted for the more direct sales management. The sales man- 
ager, too, must be regarded as the agent of general management 
in the distribution field. 

The whole plan, here outlined, is the application of standard 
costing to the distribution activities of a business. I am firmly 
convinced that in the great majority of cases such standards can 
be set and used. 

A few words of explanation are advisable with reference to dis- 
tribution cost standards and budgets. No wild guesses or fancied 
hopes should be tolerated in setting these standards. They must 
be based upon a thorough investigation of past performances, 
present conditions and reasonable expectations, to all of which a 
varied counsel must contribute. But, they must be set at such a 
point that assurance has been secured that past mistakes, dis- 
closed by investigation, have been eliminated—else, we may have 
a budget of errors. 

A standard, to my mind, is an index of performance cost, in 
this case, that represents the best possible and most effective work 
that may be accomplished in accordance with normal efficiency re- 
quirements. Any costs in excess of such a standard, in my opinion, 
are business losses and should be so regarded ; they are the meas- 
ure of avoidable errors and carelessness, and they, therefore, do 
not contribute to business those values that may be considered as 
legitimate increments to be recovered through the sales dollar. 
Business loses money not only in the measure of the difference 
between booked expense and income, but within the expense factor 
itself, whenever that is not truly representative of the services 
presumed to be contained therein. 

But, if a standard distribution cost were used, let’s say per dol- 
lar of sales (for purposes of illustration) what would the account- 
ant be expected to do, if perchance this whole proposition were 
to be reflected in the accounts instead of statistically? The ac- 
counting procedure would be quite simple and I believe decidedly 
more accurate than that now current, as far as monthly Profit 
and Loss statements go. Distribution costs would not appear on 
the Profit and Loss statement as they were expended month by 
month but only the particular sales shipped each month would be 
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charged with the distribution costs allocable to them. The entry 
each month would be as follows: 
Debit Distribution Costs.......... $ XXX 
Credit Reserve for Distribution Costs...¢ XXX 
(To record unit costs of distribution on commodities 
shipped during the month of ) 


Thus, if sales for January, in the four territories previously 
illustrated were as follows: 


Distribution 
Territories Sales Costs per Sales Dollar 
I $40,000 $.41 2/3 
2 80,000 23 3/4 
3 100,000 457144 
4 None .2846 


our entry would be— 
Debit Distribution Costs........$81,381.07 
Credit Reserve for Distribution Costs. .$81,381.07 


(To record unit costs of distribution on commodities 
shipped during January, as follows: 


Territory 1—$40,000 X $.41 2/3 == $16,666.67 
Territory 2— 80,000 X .23 3/4 = 19,000.00 
Territory 3—100,000 X .457144== 45,714.40 


Total $81,381.07 


Actual expenditures for the month, for example, might amount 
to $120,000.00— it’s this $120,000.00 that we now charge against 
monthly gross profits from sales; in other words, we do not cost 
the actual sales booked during a month, although, as in this illus- 
tration, we would be perfectly willing to admit that, the $120,000.00 
had virtually nothing to do with measuring the distribution costs 
of the $220,000.00 of sales for the three territories. Note that 
there were no shipments at all during January to Territory 4; yet 
had $20,000.00 or more, or any other amount, been expended in or 
for that territory, in January under present Profit and Loss state- 
ment preparation, that amount would be shown as a distribution 
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cost against the gross profits realized in the other territories. That’s 
absurdity to the nth degree! 

Actual expenditures for distribution activities including those 
outlined in this discussion, of course, under my plan, would be 
charged to Deferred Distribution Costs. 

At the end of the year, if performance were approximately at 
standard, the Deferred Distribution Costs account would come 
close to balancing the Reserve for Distribution Costs. If a wide 
discrepancy existed between these accounts, then it could be con- 
cluded that either the standards were wrong or that many ineffi- 
ciencies had entered into the distribution activities. At any rate, 
whatever the experiences, the standards or the actual performances, 
or both, might be altered the next year. By means of such trial 
and error methods, approximate accuracy finally may be attained, 
unless certain unavoidable or cataclysmic circumstances are found 
to exist. 

Everything being equal, the present annual Profit and Loss 
statement of a business may quite accurately reflect the annual 
operating results, but this cannot be said of the usual monthly 
Profit and Loss statements. The monthly Profit and Loss state- 
ment of a manufacturer, who has an adequate cost system, will 
reflect a fairly true margin between sales and cost of sales, be- 
cause only the sales actually shipped each month are costed but 
surely the net profit or the net loss on present monthly Profit and 
Loss statements is entirely inaccurate, because the distribution 
costs thereon bear positively no relation to the specific shipments 
made. I am hoping for the day when each and every increment 
of value contained in the sales dollar will be reflected in the monthly 
Profit and Loss statement. The plan of accounting for distribu- 
tion costs, as heretofore outlined, will bring that hope to reali- 
zation. 
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ALLOCATION OF SELLING AND ADMINISTRA- 
TIVE COSTS TO THE ARTICLE OF SALE 


Wt HAVE all had it brought to our attention during the past 

few years that the subject of “Distribution Costs” has not 
received the study it deserves. The concentrated effort expended 
on manufacturing costs has produced a result so satisfactory that 
standardization is rapidly taking place. It is an unusual instance 
to find a company without a fairly satisfactory production cost 
system. At most of our conventions of late emphasis has been 
placed on the fact that we, as cost accountants, should take upon 
ourselves the task of improving the “hit and miss” methods quite 
generally used with respect to the application of distribution ex- 
pense into total cost. There is evidence that progress is being 
made, but we are nowhere near the state of satisfactory attain- 
ment accomplished in factory cost procedure. 

Several years ago the Worcester Chapter of the N. A. C. A. 
issued a questionnaire on the subject of “Distribution of Selling 
and Administrative Expenses over Product.” The summary of 
replies was as follows: 


Question—Are all Administrative, Advertising and Selling Ex- 
penses lumped into a SINGLE TOTAL for dis- 
tribution ? 
64% answered in the affirmative. 

Of the 64% the expenses were distributed to product 
classes as follows: 
(a) As a flat per cent on sales dollars in 


45% 
(b) As a flat per cent on Factory Cost of 

Goods sold in each class...........-.. 45% 
(c) As a unit cost on the units sold in each 

class (regardless of sales dollars)...... 10% 
(d) As an arbitrary allocation...... pereere None 


From these replies it will be seen that whatever study may have 
been given to the subject, actual practice was a long way off from 
a Satisfactory solution of the problem. Certainly no one can 
argue that the lumping of all administrative, advertising and sell- 
ing expenses into a single total to be applied over a product as a 
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flat percentage of either sales dollars or factory cost of goods is 
equitable, and yet a great majority of those answering the Wor- 
cester questionnaire testify to such a method in their actual prac- 
tice. The plan is sometimes defended on account of its ease of ap- 
plication and the relative unimportance of the amount so allocated. 
With respect to the ease of application, a study will usually de- i 
velop an equitable plan that will not be difficult of use, and the 
amount to be distributed is often greatly in excess of the factory 
burden total, about which such minute care is exercised. 

Several months ago, official recognition of the importance of 
the subject being discussed was taken by the Department of Manu- 
facture of the Chamber of Commerce of the United States.’ In- 
quiries were sent out to industrial executives asking about the 
degree of accounting control over distribution costs. Our com- it 
pany happened to be one of those receiving such an inquiry and 
as we answered the various questions, we were favored a few 
months ago with a summary of the findings. These should prove 
interesting to you. The Chamber stated that “the subject was in- 
vestigated because the margin between the sales price and the cost 
of manufacture has frequently been the subject of criticism. This 
criticism arises from the assumption that costs in the marketing 
operations are too high. Those who undertake to analyze this 
statement are immediately confronted with the necessity for de- 
fining the phrase ‘too high’. How can it be known definitely that 
a cost is too high unless there be a basis that may be accepted as 
standard? A second question naturally follows. How can such 


a standard be set up unless there be definite specifications on 

which it is predicated? 
“The technique of cost accounting for distribution seems not to 

have reached that state of development that cost accounting for ) 


manufacture has attained. For this reason, possibly, knowledge 
of distribution costs is not as adequate as knowledge of costs of 
manufacture”. 
The Chamber further stated that “the questions asked were not 
technical in character. They were designed, first, to secure the 
point of view of the executive on the degree of control over dis- 
: tribution costs that the executive feels he possesses; second, the 
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adverse effect, if any, on the competitive situation due to a lack 
of control over distribution costs; and third, the opinion of the 
executive as to the feasibility of the development of uniform 
principles of distribution cost accounting”. The actual inquiry 
was as follows: 

“Frequent representation is made that many of the competitive 
difficulties that confront manufacturers are caused by a lack of 
knowledge of total costs. It is our impression that manufacturers 
generally have adopted quite accurate methods for the determina- 
tion of manufacturing costs, but thus far they have not been as 
successful in the field of distribution cost accounting. 

“We wish to make an appraisal of the situation and learn 
whether it is general, and in addition as to whether steps can be 
taken to correct it. Accordingly, we would like to get your views 
and those of a small number of other industrial executives. The 
following questions suggest themselves : 

1. Do you consider that you now have as reliable accounting 
control over your distribution costs as you do over your 
manufacturing costs? 

2. Do you consider that price competition in your industry is 
affected by the lack of sound knowledge of distribution costs 
as they relate to individual products? 

“A third question of more technical character is also suggested 
and on it we would like your views or those of your assistant who 
is directly concerned with accounting methods: 

3. Do you believe that it is practical to develop for general ap- 
plication an accounting procedure for the costs of distribu- 
tion that will result in their better control and in their effec- 
tive use in the determination of selling prices and of selling 
methods ?” 

A compilation was made of fifty answers covering forty indus- 

tries and they were as follows: 

To question I. 

Do you consider that you now have as reliable accounting con- 
trol over your distribution costs as you do over your manufactur- 
ing costs? 

—29, or 58% answered in the affirmative and 21, or 42% 
answered in the negative. When we consider human 
nature it might well be a fact that some of the executives 
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replying in the affirmative actually had less confidence 
in the reliability of their accounting control than they 
were willing to admit publicly, but in any event 42% 
came right out and answered in the negative. What an 
opportunity for all of us as cost accountants to study a 
problem on which the testimony of executives so clearly 
shows that they are searching for a solution. 

To question 2. 

Do you consider that price competition in your industry is af- 
fected by the lack of sound knowledge of distribution costs as 
they relate to individual products? 

——To this question there were 45 replies, of which 30, or 
67% were in the affirmative, indicating that a large ma- 
jority believe that this cost accounting problem is caus- 
ing competitive hazards that would be eliminated with a 
common understanding of the subject, and yet seventeen, 
or more than half of the thirty answering in the affima- 
tive, stated that they themselves felt that they did not 
have satisfactory control over their own distribution costs. 

Only 33 replies were received answering question 3, which was: 

Do you believe that it is practical to develop for general 
application an accounting procedure for the costs of dis- 
tribution that will result in their better control and in 
their effective use in the determination of selling prices 
and of selling methods? 

Of the thirty-three, nine stated that it was their opinion that a 
satisfactory accounting procedure could net be developed. 

The Chamber of Commerce stated the general conclusions 
drawn from their questionnaire as follows : 

“What is the net result of this inquiry Apparently the differ- 
ences of opinion as indicated by the answers to these three questions 
are so great as to indicate the necessity for narrowing the discus- 
sion on the subject until definite and satisfactory conclusions are 
reached. 

However, in line with the thought expressed by the executive 
who stated that it should be possible ‘to develop broad general 
principles of accounting procedure relating to costs of distribu- 
tion’, it would seem that the most progress would be made if the 
important lines of industry now active in studying the accounting 
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procedure for production, and in developing uniform procedure 
in that field, should undertake to set up such broad general prin- 
ciples as referred to through the medium of a committee of skilled 
accountants for each industry and to secure comment and criticism 
from the executives and the industrial accountants generally in the 
industry. In short, the problem appears to be one for the indi- 
vidual industry to attack through its trade association. Apparently 
also, the problem is sufficiently important to justify a prominent 
place in association activities.” 

Reference has been made to the Chamber of Commerce report 
so that we may recognize that this subject is not only important 
from the technical standpoint of the cost accountant, but is dis- 
cussed as a real business problem upon which information is 
needed, so that something more nearly resembling standard prac- 
tice may be developed. It presents a very real opportunity to the 
cost accountant as there is an opportunity for more pioneer work 
on this subject than any other in our realm of activity. 

It is the purpose of this paper to tell how and why the various 
selling and administrative expenses are distributed with respect to 
our business, the manufacture of cigars. No attempt will be made 
to give the reason for the classification of the various expenses, 
but we believe the classification to be fairly orthodox. 


Administrative Expenses 


One of the papers that have been distributed (Table I.) is 
headed “Administrative Expenses”. This is a report that actually 
serves as a ledger account. Postings are made directly to it from 
the books of original entry. At the end of each month the total 
is posted to the earnings report, which serves as the profit and 
loss account. We do not have the regular orthodox ledger, all 
items that ordinarily are posted to the general ledger being posted 
instead to a series of reports, and the trial balance is taken from 
these reports. The “From” column under the month*indicates the 
source of posting; for instance “MSA” means monthly salary 
analysis, “P.R.” means pay roll, “A.P.” means accounts payable, 
and “D.A.” means depreciation analysis. Most, if not all, of the 
individual items are to be found on the detail of any analysis of 
administrative expenses. Of the officers’ salaries, a certain amount 
of the salaries of the President and the General Manager are 
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charged to executive salaries in manufacturing burden and selling 
expense respectively, in accordance with the best judgment of the 
officers as to the effort expended in each division. Administrative 
travel, legal fees, and incidentals cover only the items that pertain 
in no way to manufacturing and selling. No attempt is made to 
distribute office salaries on the basis of number of items for billing, 
order writing, posting, etc., as we deal almost entirely with large 
jobbers and sole distributors, so that nearly all orders are large ba 
ones. The number of clerks engaged on this type of work is so EE 
small that it would not be worth while to make a more minute dis- 
tribution of their expense. Item 93.12 is the charge for interest 
on the investment in office furniture. 

Administrative expense as a total is distributed to the product 
as a percentage of the sales dollar. We do not attempt to declare 
this as the best method in all cases, but after a careful study of the 
facts with us, it was considered the most equitable. In our in- 
stance, administrative effort follows the sales dollar much more 
closely than the unit of a thousand cigars, and fully as closely as 
manufacturing cost, and is considerably easier of application on 
the sales dollar. 


Selling Expenses 


There has also been distributed a paper (Table II.), which we 
call the Selling Expense Report. Like the one covering admin- 
istrative expenses, postings are made directly to it from the books 
of original entry, and that total at the end of the month is posted 
to the earnings report. We believe there is nothing unusual about 
any of the items on this report. We contend that items 87.8, In- 
terest on Automobile Investment, and 87.14, Interest on Shipping 
Room Equipment, should not be considered as unusual, although 
they may not appear on the majority of such reports. A territory 
covered by three salesmen in automobiles certainly should be 
charged something for the money invested in automobile equip- 
ment if an equitable comparison is to be made with a territory in 
which for some reason or other the salesmen ride in trains or walk. 

In distributing selling expenses to the product, three separate 
methods are used. It is recognized that the various items do not 
follow the product in the same manner, some being largely de- 
pendent on the quantity and weight involved, and others following 
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more particularly the sales value of the product. Advertising is 
treated on an assessment basis, explanation of which will be made. 

The expense items that are controlled more particularly by the 
sales dollar are those covering salesmen’s efforts. We make this 
statement with reference only to our business, knowing perfectly 
that such may not always be the case. There is more sales re- 
sistance to the two for a quarter cigar than there is to the ten cent 
straight cigar, and as our salesmen usually have to work harder 
and longer to sell a thousand of the higher priced product it is 
only fair that it should be assessed at a higher figure. As nearly 
as we can estimate, the difference in selling price is a fair criterion 
of the difference is selling effort. We do not apply these items on 
the selling price simply because it more nearly represents an 
equitable charge than would an assessment per unit. If it took 
three times as much effort to sell a product with a sales price of 
$100 than it would take to sell a $50 product, we would assess it 
with three times the cost, not twice the cost, and it would not be 
difficult to devise a plan that would do this, as will be seen when 
we describe the method used on weight items of expense. The 
items symbolized as 87.1 to 87.11 inclusive on the Selling Expense 
report are all distributed to each different package of each brand 
that we sell on the basis of the net sales dollar. 

The items symbolized as 87.12 to 87.19 inclusive are controlled 
largely by quantity or weight. We recognize that in many a busi- 
ness quantity and weight may have nothing to do with each other, 
as two products of exactly the same size may weigh totally differ- 
ent amounts on account of totally different kinds of material in- 
volved. With our company, believe it or not, there is nothing in 
the product you smoke but tobacco—no rope, none of the product 
which at one time was said by the public to be used in a certain 
brand of cigarette, and in fact not even any of that saliva which 
one concern would have the world believe is used an all cigars ex- 
cept their own. 


Outgoing Freight and Express 


Inasmuch as we pay the freight and express on the shipping of 
our product, this item becomes one of considerable importance, 
and the injustice of the usual method of distributing selling ex- 
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penses lumped in a single total as a percentage of the sales dollar 
is well illustrated by this example: 

One thousand Blackstone Cigars containing clear Havana filler 
will weigh no more than one thousand Endicott Cigars containing 
domestic filler. Blackstones list at $95.00. Endicott listing at $37.50, 
will cost just as much per thousand for shipping to any given point 
as will Blackstones. We consequently charge them accordingly, 
although the usual method of expense distribution would result in 
charging the more expensive cigar with an amount almost three 
times as much as the cheaper one. 

The weight of one thousand cigars of each brand and shape, 
packed in the various sized packages in which they sell, has been 
recorded, and Blackstone Londres packed fifty cigars in a box, 
assigned as standard. At the end of the month, sales are converted 
to a basis of the standard package. As an illustration, the stand- 
ard package weighs 29 pounds ; the Blackstone Londres, five cigars 
in a pack, weighs 35.4 pounds, or 122% of the standard, and the 
Blackstone Midget, fifty cigars in a box, weighs 18% pounds, or 
64% of the standard. The same cigar will, of course, weigh dif- 
ferently on account of the package. The Londres 50 cigars in 
a box uses 20 wooden boxes to a thousand cigars, whereas the 
5 pack uses 200 pasteboard boxes to a thousand cigars. 

Monthly sales of 1,000,000 of each package would be totaled as 
1,000,000 for the standard, 1,220,000 for the 122% package and 
640,000 for the 64% package. As there are less than fifty differ- 
ent packages it is a matter of not more than fifteen minutes once 
a month to make the conversion to the standard package and de- 
termine the cost per thousand standard package cigars of all the 
selling expense items that are to be distributed on a weight basis. 
In one month the cost was fifty-two cents, thereby resulting in a 
cost of .634 per thousand for the 122% package and .333 for the 
64% package. There cannot be the slightest question as to the 
equity of distributing the items just referred to on a weight basis 
rather than on a sales dollar basis, and the extra effort involved 
is negligible. We are not unmindful of the fact, however, that in 
most industries here represented the great diversity of product sold 
would entail considerable effort. Nevertheless, we believe that in 
nearly all instances certain groupings could be effected that would 
make the plan practical. In computing factory burden cost, all 
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of the elements are analyzed and applied to the product in an 
equitable manner. Why should we be less scientific in our applica- 
tion of selling expense cost 

Advertising has been distributed by us in three different man- 
ners during the past ten years. In the days when selling expenses 
were lumped as a single total and distributed on the sales dollar, 
advertising, being part of selling expense, was so distributed. A 
cigar with a sales list of $60 and upon which almost no advertising 
was used, was charged almost twice as much as a smaller cigar 
listing for $37.50, but for which a very generous advertising cam- 
paign was planned. This was all wrong. The next plan of dis- 
tribution was very similar to the one now used, and might be 
called an assessment plan. It is based upon the annual sales fore- 
cast. Any advertising expenditures that are to be specifically for 
certain cigars are charged thereto, and the balance of the annual 
advertising appropriation is applied as follows: 10% charged to 
all brands for the use of the firm name in advertising; a certain 
cigar may not be mentioned in any copy but if it is known as our 
product, it receives value from firm name advertising; 30% 
charged to all shapes of Blackstone brand: the Junior shape for 
example is almost never specifically mentioned in copy, but it bears 
the Blackstone prefix, which is always mentioned; 60% charged 
to those shapes of the Blackstone brand that are mentioned and 
illustrated in the copy. In this manner the entire advertising ap- 
propriation for the year is charged off to the different brands and 
shapes, the respective amounts divided by the forecasted sale of 
each shape, and an assessment charge derived, which although ar- 
bitrarily obtained, is nevertheless fair and equitable. Advertising 
bills and requisitions on advertising inventories are charged each 
month to a deferred asset account, called Advertising. The only 
difference between the plan just described and the one now in 
use has to do with the credit to the deferred asset account and the 
corresponding charge to selling expense. The former plan cred- 
ited the account and charged selling expense with a total resulting 
from the multiplication of the actual sales of each shape by their 
respective assessment charge. Experience proved, however, that 
an advertising appropriation is much more likely of being success- 
fully forecasted than are sales and we therefore credit the account 
and charge selling expense each month with a total resulting from 
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the multiplication of the forecasted (instead of actual) monthly 
sales by their respective assessment charge. We believe advertis- 
ing should be looked upon as a yearly charge instead of a charge 
in the month in which the advertising is done. In some months 
there may be a negligible amount spent, but the sales of that month 
have resulted largely from former expenditures made. We do 
not believe it to be conservative accounting to start a fiscal year 
with a deferred asset covering expenditures made for advertising 
in a year just ended, but we do believe it equitable to make an ad- 
vertising charge each month based upon forecasted sales for the 
month, providing the necessary adjustment is made at the end of 
the year. If a change in the advertising appropriation is made 
during the year, adjustment of the monthly assessment should 
take place immediately. 


Brand Profits 


There has also been distributed a paper (Table III.), illustrating 
Brand Profits. This report covers everything that affects the 
earnings of the company, with the exception of federal taxes. 
Each package of each shape of each brand is given a line on the 
report, because the cost will vary for each package, even though 
the sales price may be the same for each shape regardless of pack- 
ing. The manufacturing cost at standard is increased or decreased, 
as the case may be, by the variation to show actual manufacturing 
cost. Selling and administrative expenses are distributed in the 
manner described in this paper. Interest on investment in raw 
materials and manufacturing equipment is‘included as an element 
of manufacturing cost and the offsetting credit is made to the 
interest account; which is charged with interest on borrowed 
money. The net credit of interest and other miscellaneous Profit 
and Loss items is shown as a red ink item in getting final cost of 
product. For purposes of federal tax return, the interest on in- 
vestment item is eliminated both in cost of manufacturing and in 
Profit and Loss interest credit. In listing current assets, that por- 
tion of inventory consisting of interest on investment is taken 
out and shown with deferred charges. No equitable cost of manu- 
facturing can be computed, however, in our instance, without 
recognizing interest on investment as an element of cost, as raw 
material used in some of our brands is owned for two and three 
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years, whereas, due to special buying arrangements, raw material 
used in other shapes may be owned for only four or five months, 
the leaf dealer assuming the carrying charges in such instances, 
although it is included in the price to us when billed. If one type 
of tobacco costs a dollar per pound and is not ready for use until 
two years have elapsed, it has cost, with interest at 6%, approxi- 
mately $1.12 per lb. in manufacturing, whereas a tobacco ready for 
use at time of purchase will be less expensive even though the 
price paid for the raw material be $1.10 per lb. as against a dollar 
in the first instance. As these conditions are facts, and costs are 
supposed to deal with facts, and should be tied up to the account- 
ing, there is only one right way to handle the problem. As inter- 
est more nearly follows manufacturing cost than the net sales 
dollars, because profits vary on the different brands, the interest 
credit is distributed on manufacturing cost. 

Burden rates are computed on the assumption that enough busi- 
ness will be attainable to utilize normal plant capacity. Unab- 
sorbed fixed burden is charged directly to Profit and Loss thereby 
clearly presenting to management the cost of idle capacity, and at 
the same time making possible a conservative statement of the 
value of inventory, as the burden value of inventory is the figure 
that it would be if plant were working at normal capacity. How- 
ever, the fact that a plant may have a capacity in excess of the 
business it may expect to do, must not be lost sight of in com- 
puting the final cost of the product. Therefore, idle capacity must 
be distributed to the cost of the product as a separate element, and 
management must decide whether or not it should be taken into 
consideration in fixing selling prices, according to the exigencies 
of the case under discussion. 

All the items enumerated result in total cost of the product, 
which, when deducted from net sales price will give the net profit 
per unit, if you have a successful business. If the majority of the 
items show a total cost in excess of sales price, beware, for the 
receiver is just around the corner. This may not quite yet be the 
case, however, because if the cost accountant is strictly on the job, 
he may be able to show management that certain items on which 
sales effort is being concentrated are really unprofitable. The 
sales price may be increased, or concentration may be shifted to 
other items upon which management may have been misled into 
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believing them unimportant items, whereas they may actually have 
been the real bread winners. The cost accountant will thus have 
found for himself “a place in the sun”, for management is not apt 
to be unmindful of such an important service. The net profit per 
unit when multiplied by the units sold will quite naturally result 
in the net profit for each product, and the addition of the final 
column should be very close to the net profit of the business, after 
all charges except federal taxes. In our instance each item is car- 
ried five places beyond the decimal point, and the result always 
approximates the net profit shown on the statement of earnings 
report, which is our Profit and Loss ledger account. 


Territorial Profits 


Distribution costs are applied not only to each package which 
we sell, but are also applied to territories, and obviously on a 
totally different basis. The unit becomes a territory instead of a 
thousand cigars of a certain brand and shape. The actual cost of 
salesmen and their expenses are charged to their respective terri- 
tories, the actual cost of freight shipments to Michigan are charged 
to the Michigan territory, and the actual expenditure for advertis- 
ing in Pennsylvania is charged to Pennsylvania. Certain inequal- 
ities will develop with respect to the advertising charge to terri- 
tories, and when the item is of any magnitude, we attempt to make 
an arbitrary adjustment. A few years ago we maintained an ex- 
hibit on Atlantic City’s boardwalk. It was unfair to charge it en- 
tirely to the Southern New Jersey territory, as people from all 
over the country spend a holiday at this popular resort, so an ar- 
bitrary distribution was made to various territories. Similarly, 
New York City newspaper advertising would not be charged en- 
tirely to New York City, some of it being charged to New Jersey, 
Connecticut and New York State. Radio broadcasting has brought 
a new problem with respect to territorial assessment. By obtain- 
ing statistics from the broadcasting company, and from the letters 
received from those who listen to the program we are able to ascer- 
tain with a fair degree of accuracy as to the territories covered, 
and arbitrarily make our assessments accordingly. The entertain- 
ment cost is prorated over the individua!l station cost, and the 
total of each station assessed to the proper territory. 
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Summary 

This paper has attempted to present the methods used by our 
company in applying distribution costs to our product. No at- 
tempt has been made to approach the subject from the standpoint 
of declaring what standard practice should be. 

Summing up, and repeating once more, it would seem that the 
subject of distribution costs is beginning to receive at last some of 
the attention it sadly needs if we, as cost accountants, are to make 
general practice somewhere near the standard already accomplished 
in the computation of factory burden costs. It is our belief that 
an equitable plan of application is not nearly as difficult to de- 
velop as some of us may believe, and that the principal requisite is 
only a resolution to get down to work and tackle the problem. 
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